May 3, 2002

The Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Parliament House

Canberra ACT 2600

Dear Secretary

Inquiry into the regulations and ASIC policy statements made under the Financial Services Reform Act 2001

Thank you for the opportunity to make a submission to the Parliamentary Joint Committee on Corporations and Financial Services. We welcome the introduction of the Financial Services Reform Act 2001 (‘FSRA’).

One of the most important changes that will occur in the Australian financial market due to the introduction of the FSRA is that a major object of the legislation is to promote fair, orderly, and transparent markets for financial products.

The operators of a financial marketplace, formerly known as an exchange; were originally required to operate their markets in a fair and orderly manner. Now operators of a financial marketplace are required to ensure their markets are also transparent. 

We would like to bring to the attention of the committee, ASIC policy statement 172 ([PS 172]), particularly [PS 172.83]. This part of the ASIC policy statement only serves to weaken the terms of the underlying legislation. 

We urge the committee to impress upon ASIC to remove PS 172.83 from Policy Statement 172. We would like the opportunity to meet with members of the committee to further advocate our position and answer any questions that committee members may have regarding this matter.

The reasons for our recommendation are outlined below.

Financial Services Reform Act 2001

Section 792A of the FSRA obligates the holder of an Australian Financial Marketplace license to meet the following condition; 

‘… to the extent that it is reasonably practicable to do so, do all things necessary to ensure that the market is a fair, orderly and transparent market ’

The importance on the term transparent is highlighted by the fact that this obligation was tightened by amendment in the senate. The text of the original Financial Services Reform Bill (‘FSRB’) only required marketplace operators to promote the objectives of a fair, orderly, and transparent, and only if each of those objectives were consistent with each other.

The explanatory memorandum that accompanied the text of the FSRB suggested that the words fair, orderly, and transparent be considered together when interpreting the clause, and that to consider these words singularly could lead to situations where these requirements were in conflict with each other. The explanatory memorandum also suggested that taking these words in a singular context could impact on the liquidity of the market, and that liquidity was needed for an orderly market.

The memorandum stated that the legislation specifically acknowledged the need for an appropriate balance of the fair, orderly, and transparent requirements with the clause ‘to the extent that those objectives are consistent with one another’. Prior to the FSRB becoming law this clause was removed by amendment. This amendment rightly refocused these phrases as singular and equally important requirements.

ASIC Policy Statement 172

ASIC states in PS 172 states:

‘[PS 172.83] “Fair, orderly and transparent” should be treated as a composite phrase. If there is a conflict between the elements of the phrase, we expect a market licensee to achieve an appropriate balance between the demands of each element.’

As outlined in our opening statement the notion that this phrase is regarded by ASIC as a composite one ([PS 172.83]) and that operators of an Australian Financial Market place need only achieve a balance of the fair, orderly, and transparent requirements is disconcerting since this has the effect of reverting s 792A back to its unamended form. 

The bill was rightfully and lawfully amended prior to becoming law, ASIC should tailor its policy statement ([PS 172]) so that the written intent of section 792A is upheld.

Fair, Orderly, and Transparent Markets

An orderly market is typically thought to exist when all bids, offers, and trades enter the market in the order in which they were originally placed and those bids, offers, and trades are not such that they are in conflict with each other i.e. a bid cannot remain in the market at a price higher than a offer, or a trade cannot take place below the current bid.

Liquidity is not needed to ensure an orderly marketplace, it is likely that at any given time all markets suffer from periods of illiquidity, this does not mean that the market is un-orderly. Providing a liquid market is sensibly not a legislative requirement that the operators of an Australian financial marketplace need to comply with.

Prior to the introduction of electronic trading Australia’s main futures exchange the Sydney Futures Exchange (‘SFE’) monitored and enforced the ‘orderly and fair’ market requirements with the assistance of pit bosses, surveillance cameras, and pit committees. The members of the SFE transacted business using the open outcry system, where traders shout their bids or offers into the pit, all bids and offers were required to be made in the pit and be sufficiently audible so that all traders in the pit were able to hear the relevant bid or offer.

The open outcry trading system ensured that the market operated in an orderly fashion. Multiple instrument transactions i.e. a single trade constructed by taking positions in various contracts simultaneously, were also traded in an orderly and fair manner. Individual instruments of such a transaction had to be traded at the current market price for that instrument.

In November 1999 the trading floor of the SFE was closed and all trading from then on was conducted on the SFE after hours electronic trading platform named SYCOM(. Trading still takes place on this platform.

Electronic trading platforms can bring significant cost savings to the operators of a financial marketplace; however, in the case of the SFE this has been at the expense of an orderly marketplace. Transactions involving more than one type of contract are now transacted outside of the main trading market i.e. transactions involving multiple option contracts are now traded on a market named the ‘Custom Market’.

The ‘Custom Market’ was introduced by the SFE to overcome the technical limitations of the SYCOM( trading system. The ‘Custom Market’ has two negative attributes. In the ‘Custom Market’ bids or offers do not interact with the bids or offers in the main market i.e. an option contract can be bid at a price in the main SYCOM( market and the same contract type can be offered or traded at a price below this bid. 

The second detracting attribute of the ‘Custom Market’ is that all transactions that take place are not disseminated to the wider market place i.e. bids, offers, and trades that occur in the ‘Custom Market’ are not disseminated by quote vendors. These bids, offers and trades are hidden from the majority of traders and the general public.

Derivatives.com.au Pty Ltd

Derivatives.com.au (‘DCA’) is a licensed futures broker operating from the Australian Technology Park located in Eveleigh NSW. DCA along with providing a futures broking services also is a provider of financial data i.e. we provide real time financial market data and are currently primary quote vendors of both the Australian Stock Exchange and the SFE.

The founding partners of DCA have each spent fifteen years working in the derivatives industry. The majority of this experience was gained while working as futures brokers on the trading floor of the SFE. We have worked for domestic brokers, international banking institutions, and two domestic futures exchanges including the SFE. 

Again thank you for the opportunity to make our submission

Yours Sincerely 

Michael Board

Director
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